Foreign Aid as a Policy Tool by Bussell, Jessica
Eastern Michigan University
DigitalCommons@EMU
Senior Honors Theses Honors College
2015
Foreign Aid as a Policy Tool
Jessica Bussell
Follow this and additional works at: http://commons.emich.edu/honors
This Open Access Senior Honors Thesis is brought to you for free and open access by the Honors College at DigitalCommons@EMU. It has been
accepted for inclusion in Senior Honors Theses by an authorized administrator of DigitalCommons@EMU. For more information, please contact lib-
ir@emich.edu.
Recommended Citation
Bussell, Jessica, "Foreign Aid as a Policy Tool" (2015). Senior Honors Theses. 430.
http://commons.emich.edu/honors/430
Foreign Aid as a Policy Tool
Abstract
This research sought to explain why states give foreign aid. More specifically, it
addressed recipient needs and donor interests. The dependent variable in this case was Official Development
Aid (ODA). The independent variables included GDP/capita of the recipient, population of the recipient, the
FDI of the recipient, defense pacts between the donor and the recipient, the colonial status of the recipient,
and the donor power status. Regression analysis highlighted the importance of both recipient needs, and
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Abstract 
This research sought to explain why states give foreign aid. More specifically, it 
addressed recipient needs and donor interests. The dependent variable in this case was 
Official Development Aid (ODA). The independent variables included GDP/capita of the 
recipient, population of the recipient, the FDI of the recipient, defense pacts between the 
donor and the recipient, the colonial status of the recipient, and the donor power status. 
Regression analysis highlighted the importance of both recipient needs, and especially 
donor interests. This research is limited in its scope, and further research is 
recommended. 
FOREIGN AID AS A POLICY TOOL Bussell3 
Introduction 
Foreign aid is the "transfer of capital, goods, or services from one country to 
another" (Foreign Aid, 2013). This definition is understandable, but it provides a false 
sense of simplicity. Foreign aid can be further understood by who is giving it and by 
what the foreign aid is given for. The can be broken into two main categories: bilateral 
and multilateral assistance. Bilateral assistance is aid given from one nation to another 
nation (Agarwal, 2012). Multilateral assistance is aid given to a nation or nations from 
international organizations that have pooled resources (Mohammed, 2013). This category 
of foreign aid varies greatly. However, a few examples would be tied aid and project aid. 
Tied aid is when foreign aid is used to buy imports from the donor country. Project aid is 
when foreign aid is directed towards a specific project (Agarwal, 2012). To further 
complicate the matter, foreign aid can be have multiple purposes, transfer methods, and 
outcomes. 
Foreign aid has evolved through a relatively short amount of time. There were 
several cases of "short-term international relief during the 18th through the first half of 
the 20th centuries" (Lancaster, 2009). However, foreign aid developed into a more 
sophisticated instrument of foreign policy after WWII. This is seen in the creation of the 
International Monetary Fund (IMF) and the World Bank in 1945. These institutions were 
established to help with debt relief and economic development (Lancaster, 2009). The 
modem concept of bilateral foreign aid began with the United States' response to 
destruction in Europe after WWII. The USA addressed this through the creation of the 
Marshall Plan, enacted in 194 7, which provided funds to rebuild European states. Other 
states followed the example of the United States and started incorporating foreign aid into 
their foreign policy (Lancaster, 2009). The usage of foreign aid has dramatically 
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increased in terms of actors, the amount given, and types ofusages (see chart below). The 
idea of foreign aid and how it is carried out will surely change as the international 
political scene continues to change. 
ODA, All Donors, 1960·2013 
Years 1960-2013 
[Data obtained from OECD.org, "ODA, All Donors, 1960-2013" in millions of current 
USD] 
The increased usage of foreign aid speaks to its growing importance in the world. 
First of all, foreign aid has created innovative solutions to long-standing global issues and 
has benefited people throughout the world. Foreign aid has helped to provide child 
inoculations, which has led to a reduction of child mortality. Other health benefits include 
delivery of anti-retroviral drugs to HIV I AIDS sufferers, the eradication of polio, and a 
dramatic reduction in smallpox cases, river blindness, and Guinea worm throughout the 
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world. Education at all levels has expanded, especially for females. Education of females 
is in tum linked to advances in maternal health. Also, agricultural research has been 
funded through foreign aid. This led to green revolution crops (Lancaster, 2009). Of 
course foreign aid has not met all the objectives expected of it, for a variety of reasons, an 
important one being competing interests. The importance of foreign aid is not only 
measured in its positive outcomes, but also in its ability to meet various recipient needs 
and donor interests. These goals do not always align well. 
The effectiveness of foreign aid cannot be determined unless the goals are 
completely understood. This begs the question, "How do donors determine foreign aid 
allocation?" In this study donors will only be mentioned in reference to states. As 
mentioned previously, donors can range from individuals to international organizations. 
However, the majority of foreign aid is given by states to other states (Ali & Isse, 2006). 
So, what motivates donors to provide foreign aid? This question is a bit too broad for the 
scope of this research. This investigation will focus on recipient needs and donor 
interests. I hypothesize, that due to the increase in using foreign aid usage as a policy 
tool, that donor interests will motivate donors more so than recipient needs. 
Literature Review 
The literature on foreign aid is quite expansive. Most of it focuses on foreign aid 
effectiveness or motivations for foreign aid allocation. Both topics serve an important 
purpose in shaping the way foreign aid will be used in the future. Determining what is or 
is not making foreign aid effective can guide policy makers. To adequately assess the 
effectiveness of foreign aid, motivations must be made clear. Imagine this scenario; state 
A provided state B with foreign aid for deciding to participate in a trade agreement with 
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them. Let's say state B agrees to the trade agreement, but there was no reduction in 
poverty levels in that state in the following years. This foreign aid could be deemed 
ineffective due to the lack of progress made in reducing poverty. However, this aid is 
actually effective because poverty reduction was not the goal, a trade agreement was. 
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Much ofthe foreign aid literature dealt with bilateral foreign aid. Major 
differences in the literature revolve around the donors considered, the time period 
covered, and the variables used. An article, "US Aid Allocation: The Nexus of Human 
Rights, Democracy, and Development," refers to the expansive literature on the United 
States as a donor. Many studies discussed in this article used different variables. This 
study sought to make connections between human rights and US aid allocations. It 
incorporates various recipient countries between 1977 and 2004 (Demirel-Pegg & 
Moskowitz, 2009). However, as foreign aid becomes more prevalent and as information 
is easier to gather and access, literature that looks at multiple donors arises. One article 
"Allocation of Foreign Aid in an International Context," looks at motivations of small 
donors versus large donors. The article tries to distinguish between motivations by types 
of donor states. Interestingly, it built upon various other studies, and then looked at the 
Netherlands as a small state from 1968 to 1988 (Cohen, 1995). Another important article 
is "Who Gives Foreign Aid to Whom and Why?," which explores this concept further. 
The article uses 21 donor states over multiple time spans ending in 1994. The authors use 
variables such as colonial past, regime type, economic openness, and the population of 
the recipient (Alesina & Dollar, 2000). 
In forming a hypothesis regarding the allocation of foreign aid, it was necessary to 
read the literature on power. Various authors argue that foreign aid is economic coercion 
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and therefore it should be categorized as hard power (Trunk:os, 2013). Joseph Nye Jr. 
defined soft power; he states that soft power resources are "cultural attraction, ideology, 
and international institutions" (Nye, 1990). So, the usage offoreign aid to promote 
cultural identity, ideology, and form/shape international institutions is in a bit of a gray 
area. Nonetheless, foreign aid is clearly not military coercion. The cost of military 
coercion has and continues to rise as the world becomes more economically 
interdependent (Nye, 1990). As other forms of power will become more desirable, states 
will use, among other things, foreign aid to back their interests. An example of foreign 
aid being used instead of military coercion is exemplified in the article "The rise of Qatar 
as a soft power and the challenges." The author notes how Qatar implements foreign aid 
to utilize its "soft power capabilities" realizing that it is a smaller state and thus lacks the 
hard power characteristic of other larger states (Antwi-Boateng, 2013). This is the basis 
of my hypothesis, and will be further tested in this research. 
Method 
The first step to operationalize the variables was to define the dependent variable. In this 
case, I have decided to use Official Development Assistance (ODA) 
Official development assistance is defined as those flows to countries and 
territories on the DAC List ofODA Recipients and to multilateral 
development institutions which are: 
i. provided by official agencies, including state and local governments, or 
by their executive agencies; 
ii. and each transaction of which: 
a) is administered with the promotion of the economic development and 
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welfare of developing countries as its main objective; and 
b) is concessional in character and conveys a grant element of at least 25 
per cent (calculated at a rate of discount of 10 per cent). ("Official 
development assistance," 2013) 
This is commonly used in the literature as it is comprehensible and accessible. Also, 
ODA excludes military aid and other types of aid that would distort this analysis. I only 
used bilateral aid, or aid given and received state-to-state. The time period I chose to 
examine was 1992-2012. This enabled me to examine foreign aid trends post-Cold War. 
Independent Variables (IV s) 
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Next I looked to operationalize recipient need variables. I chose to use 
GDP/capita and population. These are commonly accepted variables regarding recipient 
needs. Other variables to represent recipient needs were discussed in the article "Is US 
Humanitarian Aid Based Primarily on Need or Self-Interest?" where the authors take into 
account natural disasters and conflicts as indication of recipient needs (Kevlihan, 
DeRouen, & Biglaiser, 2014). However, I shy away from this method due to the potential 
overlap in recipient needs and donor interests, especially in regards to conflict. I used the 
Penn World Table Index to measure the GDP/capita and the population of the recipient 
state. If recipient needs were more influential then I would expect to see ODA increase as 
GDP/capita decreases and ODA increase as population increases. 
The last variables I operationalized were donor interest variables. I looked at four 
variables in this section. These variables are by no means more important than other 
variables, or the only variables that could be determinants of foreign aid allocation. First, 
I chose to look at formal alliances, more specifically defense pacts between donors and 
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recipients (Gibler, 2009). Defense pact data was pulled from the Correlates of War data 
sets. The next variable is Foreign Direct Investment (FDI). FDI is an investment made by 
a company or entity based in one country, into a company or entity based in another 
country. It is one of many indicators of the economic health ofthe recipient. The World 
Bank data sets provide information on FDI of recipients. The third variable I used is the 
colonial status of the recipient. This variable was measured by the number of years in the 
20th century that the recipient was a colony. This data is listed in the CIA World 
Factbook. The last variable was if the donor was a great power. This variable would look 
at the importance of the power of the donor in relation to the amount of ODA given. 
Data and Results 
A cross sectional time-series analysis was designed to test the mentioned 
variables. A database was created that included the 44 donors, the recipients, the DV, and 
the IVs for every year from 1992 to 2012. Multivariate regression was used to determine 
which IV s determined foreign aid allocation. The results of the regression are listed 
below. 
Model Summary 
Model R R Square Adjusted R Square Std. Error of the 
Estimate 
1 .895a .802 .802 .68340 
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a. Predictors: (Constant), lnlODAconll, Colyrs, dfenseall, ln1FD1con, Dgrtpwr, ln1GDPcapcon, lnTotrecpop 
Coefficients• 
Model Unstandardized Coefficients Standardized t Sig. 
Coefficients 
B Std. Error Beta 
(Constant) -.642 .044 -14.650 .000 
lnlGDPcapcon .019 .004 .016 4.993 .000 
lnTotrecpop .044 .003 .052 15.746 .000 
ln1FD1con -.003 .002 -.005 -1.383 .167 
I 
dfenseall .105 .020 .011 5.335 .000 
Colyrs .000 .000 .010 4.516 .000 
Dgrtpwr .217 .008 .060 25.830 .000 
lnlODAconll .863 .002 .861 357.230 .000 
a. Dependent Variable: ln10DAcon 
There are some interesting results. Regarding recipient needs, as GDP/capita increased so 
did ODA. Also, as population of the recipient increased, so did ODA. This indicates that 
recipient needs are taken into account, but are not the only motivation for the allocation 
of foreign aid. The literature supports the idea that GDP/capita and ODA are positively 
related. Cohen states, "The richest 40 percent of the developing world receives twice as 
much aid per capita as the poorest 40 percent" (Cohen, 1995). 
Regarding the donor interest variables, results vary. First, there was FDI, which I 
could pull no results from, as the significance was too high. Next, there were defense 
alliances between the donor and recipient state. As the defense pact increased, so did 
ODA. However, this variable was coded as a dummy variable. So, moving from no 
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defense pact to a defense pact is the only change possible. Third, there was the years a 
recipient was a colony in the 20th century. There was no relation between this variable 
and ODA. This could be due to the amount of donors who had no relation to colonies. 
Further research could also use if the recipient was a colony of the donor. Also, I would 
expect to see a difference in multivariate regressions that looked at donors individually 
instead of as one group. The last variable was if the donor was a great power. This was a 
dummy variable that indicated that if the donors were a great power there would be an 
increase in ODA. This is expected as the great powers generally have more resources to 
allocate to foreign aid. Again, further research could look into ODA as a percentage of 
the Donors GDP to really see the trends of giving ODA. 
Conclusion 
This research aligned fairly well with the literature on determinates of foreign aid 
allocation. Overall, this model suggests that donor interests are very important in the 
allocation of foreign aid, a foreign policy tool that is often used when military power 
cannot or will not be used. However, I would be careful in drawing concrete conclusions 
from these results. This research was limited in a number of ways. There was no way to 
make up for missing data for the variables; finding such data could change the results. 
Also, the regression analysis looked at all donors as one group. I expect that, as donors 
are looked at individually, different patterns will emerge. 
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Data Appendix 
ccode Recipients OECD 40 Cuba 
700 Afghanistan 352 Cyprus 
339 Albania 522 Djibouti 
615 Algeria 54 Dominica 
540 Angola 42 Dominican Republic 
3 Anguilla 130 Ecuador 
58 Antigua & Barbuda 651 Egypt 
160 Argentina 92 El Salvador 
371 Armenia 411 Equatorial Guinea 
4 Aruba 531 Eritrea 
373 Azerbaijan 530 Ethiopia 
31 Bahamas 8 Falkland Islands 
692 Bahrain 950 Fiji 
771 Bangladesh Former Yugoslav Republic 
53 Barbados 343 of Macedonia (FYROM) 
370 Belarus 9 French Polynesia 
80 Belize 481 Gabon 
434 Benin 420 Gambia 
5 Bermuda 372 Georgia 
760 Bhutan 452 Ghana 
145 Bolivia 10 Gibraltar 
346 Bosnia-Herzegovina 55 Grenada 
571 Botswana 90 Guatemala 
140 Brazil 438 Guinea 
835 Brunei 404 Guinea-Bissau 
439 Burkina Paso 110 Guyana 
516 Burundi 41 Haiti 
811 Cambodia 91 Honduras 
471 Cameroon 11 Hong Kong, China 
402 Cape Verde 750 India 
6 Cayman Islands 850 Indonesia 
482 Central African Rep. 630 Iran 
483 Chad 645 Iraq 
155 Chile 666 Israel 
710 China 51 Jamaica 
713 Chinese Taipei 663 Jordan 
100 Colombia 705 Kazakstan 
581 Comoros 501 Kenya 
490 Congo, Dem. Rep. 946 Kiribati 
484 Congo, Rep. 732 Korea 
7 Cook Islands 731 Korea, Dem. Rep. 
94 Costa Rica 347 Kosovo 
437 Cote d'Ivoire 690 Kuwait 
344 Croatia 703 Kyrgyz Republic 
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812 Laos 990 Samoa 
660 Lebanon 403 Sao Tome & Principe 
570 Lesotho 670 Saudi Arabia 
450 Liberia 433 Senegal 
620 Libya 345 Serbia 
12 Macao 591 Seychelles 
580 Madagascar 451 Sierra Leone 
553 Malawi 830 Singapore 
820 Malaysia 349 Slovenia 
781 Maldives 940 Solomon Islands 
432 Mali 520 Somalia 
338 Malta 560 South Africa 
983 Marshall Islands 626 South Sudan 
435 Mauritania 780 Sri Lanka 
590 Mauritius 19 St. Helena 
13 Mayotte 60 St. Kitts-Nevis 
70 Mexico 56 St. Lucia 
987 Micronesia 57 St. Vincent & Grenadines 
359 Moldova 625 Sudan 
712 Mongolia 115 Suriname 
341 Montenegro 572 Swaziland 
14 Montserrat 652 Syria 
600 Morocco 702 Tajikistan 
541 Mozambique 510 Tanzania 
775 Myanmar (Burma) 800 Thailand 
565 Namibia 860 Timor-Leste 
970 Nauru 461 Togo 
790 Nepal 21 Tokelau 
15 Netherlands Antilles 955 Tonga 
16 New Caledonia 52 Trinidad & Tobago 
93 Nicaragua 616 Tunisia 
436 Niger 640 Turkey 
475 Nigeria 701 Turkmenistan 
17 Niue 22 Turks & Caicos Islands 
18 Northern Marianas 947 Tuvalu 
698 Oman 500 Uganda 
770 Pakistan 369 Ukraine 
986 Palau 696 United Arab Emirates 
95 Panama 165 Uruguay 
910 Papua New Guinea 704 Uzbekistan 
150 Paraguay 935 Vanuatu 
135 Peru 101 Venezuela 
840 Philippines 816 Vietnam 
694 Qatar 23 Virgin Islands (UK) 
517 Rwanda 24 Wallis & Futuna 
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25 West Bank & Gaza Strip 
679 Yemen 
[Codes based off of Correlates ofWar] 
551 Zambia 
552 Zimbabwe 
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**Recipients that are not a state were not included in the data due to a lack of information 
on them. 
ccode DonorOECD 223 Liechtenstein 
900 Australia 368 Lithuania 
305 Austria 338 Malta 
211 Belgium 360 Romania 
20 Canada 365 Russia 
316 Czech Republic 670 Saudi Arabia 
390 Denmark 349 Slovenia 
375 Finland 640 Turkey 
220 France 800 Thailand 
255 Germany United Arab 
350 Greece 696 Emirates 
395 Iceland 
205 Ireland 
325 Italy 
740 Japan 
732 Korea 
212 Luxembourg 
210 Netherlands 
920 New Zealand 
385 Norway 
290 Poland 
235 Portugal 
317 Slovak Republic 
230 Spain 
225 Switzerland 
200 United Kingdom 
2 United States 
355 Bulgaria 
713 Chinese Taipei 
352 Cyprus 
366 Estonia 
310 Hungary 
666 Israel 
690 Kuwait 
367 Latvia 
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[Codes based off of Correlates of War] 
Variables 
ODA 
GDP/capita of recipient 
population of recipient 
FDI of recipient 
Colonial Status 
Defense Pact 
Donor a Great Power 
Data Source 
OECD 
Penn World Tables 
Penn World Tables 
The World Bank 
CIA World Factbook 
Correlates of War 
Correlates of War 
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